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SUBJECT: Credit for CGuaranty Fee Paid to the U S. Small Business Adm nistration

SUMVARY

This bill would provide a credit equal to the anmount paid to the U S. Small
Busi ness Admi nistration as a guaranty fee related to obtaining guaranteed
fi nanci ng.

EFFECTI VE DATE

This bill would apply to taxable and i ncone years begi nning on or after January
1, 2000.
BACKGROUND

The United States Smal| Business Adm nistration's (SBA) | oan program charges
| enders a guaranty and a servicing fee for each | oan approved. The amount of the
fees is determ ned by the anmount of the | oan guaranty.

When the guaranteed portion of the loan is $80,000 or |less, the guaranty fee wll
be 2% of the guaranteed portion; for |oans nore than $80,000 but |ess than

$250, 000, a 3% guaranty fee will be charged; for the next $250,000 of the

guar anteed portion, a 3.5%guaranty fee will be charged; and for any portion
greater than $500,000, a 3.875%guaranty fee will be charged.

In addition, all |oans are subject to a 50 basis point (0.5% annualized
servicing fee, which is applied to the outstandi ng bal ance of SBA's guarant eed
portion of the | oan.

These fees can be passed on to the borrower once they have been paid by the
| ender.

SPECI FI C FI NDI NGS

Current federal and state |laws provide for various tax credits designed to
provide tax relief for taxpayers that incur certain expenses (e.g., child and
dependent care credits) or to influence business practices and deci sions.

State law allows certain credits related to financing. The Farmwrker Housi ng
Loan Credit encourages banks to |l end noney at a reduced interest rate for the
construction of farmaorker housing. The Comrunity Devel opment Credit encourages
deposits into financial institutions which are certified as having conmunity
devel opnent as their primary m ssion.
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This bill would provide a credit equal to the anmount paid to the U S. Small
Busi ness Admi nistration as a guaranty fee pursuant to obtaining guaranteed

fi nanci ng.

The credit provided for in this bill would apply only if the guaranty fee were

paid or incurred in a county of this state that has twi ce the average California

Unenpl

oyment rate.

Pol i cy Consi derati ons

This bill does not specify a repeal date. Credits typically are enacted
with a repeal date to allow the Legislature to review their effectiveness.
However, even if a repeal date is added, the departnent would be required to
retain the carryover on the tax forns indefinitely because unlimted credit
carryover is allowed. Recent credits have been enacted with a carryover
limt since experience shows credits are typically used within eight years
of bei ng earned.

This bill would provide a 100% credit equal to the guaranty fee paid to the
U.S. Small Business Administration. GCenerally, credits are equal to a
percent age of the expenses or costs associated with the credit.

This bill would allow a credit for a deductibl e expense, thereby providing a
doubl e benefit for guaranty fees paid or incurred. |In many cases, the
deduction for an expense that generates a credit is reduced or elimnated to
mnimze or elimnate this double tax benefit.

| npl enent ati on Consi derations

It is unclear who is entitled to receive the credit, since the | ender pays
t he guarantee fee to the SBA upon obtaining guaranteed financing. The

| ender may pass on the guarantee fee to the borrower, but the borrower would
pay this passed on amount to the | ender, not the SBA. As a result, as the
bill is drafted, the lender could claimthe credit even though the | ender
passes on the fee to the borrower, and the borrower would not be allowed to
claimthe credit because the borrower didn't pay anything to the SBA. The
author’'s staff has indicated it is the author’s intent to allow the credit
to the borrower, not the lending entity. See Amendnents 1 and 2.

It is unclear how and when the | ocal unenploynent rate woul d be determ ned.
The unenpl oynent rate for the state and the various counties may vary during
a year, and the current official rate may not be available. The author may
consi der amending the bill to provide that the unenpl oynent rate used for
the eligibility for this credit shall be the California unenploynent rate
and the respective county unenpl oynment rate applicable at the tine the

t axpayer obtai ned the guaranteed financing and incurred the guaranty fee.

It is also unclear when a business would be considered to be "in a county in
this state that has twice the average California unenploynment rate."” A
busi ness coul d be considered "in a county” if it was doing business in that
county, if its principal place of business was in that county, if it had
property in that county, if it had enpl oyees perform ng services in that
county, or on sone other basis.
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This bill would only allow the credit in counties where the unenpl oynent

rate is twice the average California unenploynent rate. However
eligibility for the credit is unrelated to enploynment by the business
obt ai ning the SBA guaranteed | oan. Therefore, taxpayers that have paid or
incurred the guaranty fee in seeking guaranteed financing in a county with a
| ower unenpl oynment rate would not receive the benefit even if these

t axpayers increase enploynment in these counties. Taxpayers in high

unenpl oynent counties would be eligible for the credit even if the business
had no enpl oyees.

Once the inplenmentation concerns are resolved, inplenenting this bill would
not significantly inpact the departnent’s prograns and operati ons.

Techni cal Consi derati ons

The phrase "guaranty fee" is spelled two different ways (i.e., “qguaranty
fee” and “guarantee fee”) within the bill’'s text. “Guaranty” is the correct
term

FI SCAL | MPACT

Departnmental Costs

Once the inplenentation concern is resolved, this bill would not
significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This proposal is estimated to inpact PIT and B&CT revenues as shown in the
foll owi ng tabl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenber 31, 1999
Enact nent Assuned After June 30, 2000
$ MIlions
2000-01 2001-02 2002-03
M nor Loss* -$1 -$2
* Loss |less than $500, 000

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis neasure.

Note: The bill does not yet specify a specific tine period for neeting the
unenpl oynent test. For this analysis, it is assuned the twelve counties
referred to bel ow would be the only counties qualifying under this bill

Tax Revenue Di scussi on

The revenue inpact for this bill would be determ ned by the nunber of | oans
guar anteed by the SBA, the nunber of counties that have an unenpl oynent
rate twice that of the state, and the anount of credits that can be applied
agai nst available tax liabilities.
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This estimate was devel oped in the followi ng steps. First, according to the
Smal | Busi ness Administration (SBA), the total nunber of approved and

guar anteed | oans for California businesses was 8,096 for tax year 1999.
Second, this nunmber was increased 2% per year to allow for grow h,
generating 8,258 |loans for 2000. According to the same source, the average
| oan anpbunt for California was $250,000. The agency guarantees 75% of their
| oans, or $187,500 ($250,000 x 75% . The percentage of the guaranty fee
ranges from2%to 3.85% dependi ng on the portion of the loan that is
guaranteed. For this analysis it was assuned 2.5% on average woul d be
applied as the guaranty fee, generating a total fee of $4,688 per |oan
($187,500 x 2.5% . Third, the total number of |oans was nultiplied by the
average guaranty fee, generating approximtely $38.7 mllion for 2000
(94,688 x 8, 258). Fourth, this nunber was adjusted downward to refl ect
those counties that have twice the California unenploynment rate and woul d
qual ify taxpayers for the tax credit under this bill. Currently 12 counties
meet the unenpl oynment criterion as of Decenber 31, 1999, and of these
counties, total employment of 1.2 mllion represents 7.5% of the 15.9
mllion state-w de unenpl oynent. Enploynent statistics generally are an

i ndi cator of economic activity. Therefore, it was assuned for this analysis
that 7.5% of the total $38.7 mllion in fee payments would qualify

busi nesses for the tax credit, generating a total credit amount of $2.9
mllion for tax year 2000. It was assunmed that, on average, 15% of
generated credits woul d be applied against available tax liabilities in the
first year. The |ow usage rate was used because start up conpanies
generally have lower tax liabilities or have | osses. Losses were grown to
reflect a 2% annual growth in | oans.

POSI TI ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPCSED AMENDMENTS TO SB 1336
As I ntroduced January 5, 2000

AMENDMENT 1

On page 2, strike out lines 2 through 5 and insert:

anount equal to the anount paid or incurred by a borrower during the
taxabl e year attributable to a guaranty fee paid to the United States
Smal | Busi ness Adm nistration (SBA) in connection with obtaining financing
guar anteed by the SBA

AMENDMENT 2

On page 2, strike out lines 20 through 23 and insert:

equal to the anpbunt paid or incurred by a borrower during the incone year
attributable to a guaranty fee paid to the United States Small Business
Adm ni stration (SBA) in connection with obtaining financing guaranteed by
t he SBA.



